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Tax Treaty Legislation in the 1 10 th Congress: 
Explanation and Economic Analysis 

Summary 

On July 27, 2007, the House of Representatives approved H.R. 2419, an 
omnibus farm bill. The bill’s spending provisions exceeded the budget baseline for 
agriculture, and to comply with House pay-as-you-go budget rules, the bill included 
several revenue-raising tax provisions. In terms of revenue impact, by far the largest 
tax measure is a proposal to restrict in certain cases the use of tax-treaty benefits by 
foreign firms with operations in the United States. The Joint Tax Committee has 
estimated that the provision would raise an estimated $3.2 billion over 5 years and 
$7.5 billion over 10 years. Neither the Senate-passed version nor the conference 
agreement for H.R. 2419 included a similar provision. On October 25, Chairman 
Charles Rangel of the House Ways and Means Committee introduced H.R. 3970, an 
omnibus tax bill entitled the Tax Reduction and Reform Act. Among its many 
provisions, the bill includes a tax-treaty proposal similar to that of H.R. 2419, but 
modified to reduce the possibility of conflict with existing tax treaties. Preliminary 
revenue estimates are thus somewhat smaller than for H.R. 2419: a revenue gain of 
$2.7 billion over 5 years and $6.4 billion over 10 years. Compared to several other 
revenue-raising items in H.R. 3970, the provision is moderate in size. In the context 
of H.R. 2419, the provision is l ik ewise moderate, with its five-year revenue impact 
amounting to 8% of the bill’s increased outlays. 

The proposals are designed to curb “treaty shopping” — instances where a 
foreign parent firm in one country receives its U.S. -source income through an 
intermediate subsidiary in a third country that is signatory to a tax-reducing treaty 
with the United States. The measure’s supporters argue that it would restrict a 
practice that deprives the United States of tax revenue and that it is unfair to 
competing U.S. firms. Its opponents maintain that it would harm U.S. employment 
by raising the cost to foreign firms of doing business in the United States and may 
violate U.S. tax treaties. In addition, some Members of Congress have objected to 
the use of revenue-raising tax measures under the jurisdiction of tax-writing 
committees to offset increases in spending programs authorized by other committees. 

Economic theory suggests there is an economically optimal U.S. tax rate for 
foreign firms that balances tax revenue needs with the benefits that foreign 
investment produces for the U.S. economy. Under current law, the treaty- shopping 
arrangements foreign firms in some cases undertake may combine with corporate 
income-tax deductions to eliminate U.S. tax on portions of their U.S. investment. In 
these cases, economic theory suggests that it is likely added restrictions on treaty- 
shopping such as contained in the farm bill would improve U.S. economic welfare. 
This analysis, however, does not consider possible reactions by foreign countries 
where U.S. firms invest, nor does it consider possible abrogation of existing U.S. tax 
treaties. 
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Tax Treaty Legislation in the 1 10 th 
Congress: Explanation and Economic 

Analysis 

On July 27, 2007, the House of Representatives approved H.R. 2419, an 
omnibus farm bill. The bill’s spending provisions exceeded the budget baseline for 
agriculture, and to comply with House pay-as-you-go budget rules, the bill included 
several revenue-raising tax provisions. In terms of revenue impact, by far the largest 
tax measure is a proposal to restrict the use of tax-treaty benefits by foreign firms 
with operations in the United States. 1 The proposal is designed to curb “treaty 
shopping” — instances where a foreign parent firm in one country receives its U.S.- 
source income through an intermediate subsidiary in another country signatory to a 
tax-reducing treaty with the United States. The measure’s supporters argue that it 
would restrict a practice that deprives the United States of tax revenue and that is 
unfair to competing U.S. firms. Its opponents maintain that it would harm U.S. 
employment by raising the cost to foreign firms of doing business in the United 
States and may violate U.S. tax treaties. 2 In addition, some Members of Congress 
have objected to the use of revenue-raising tax measures under the jurisdiction of tax- 
writing committees to offset increases in spending programs authorized by other 
committees. 3 The provision is estimated to raise $3.2 billion over 5 years and $7.5 
billion over 10 years. 4 

On October 25, Chairman Charles Rangel of the House Ways and Means 
Committee introduced an omnibus tax bill (H.R. 3970, the Tax Reduction and 
Reform Act of 2007) that, in broad outline, would repeal the individual alternative 
minimum tax for individuals, while coupling a reduction of corporate tax rates with 
revenue-raising elimination of a number of corporate tax benefits. An anti-treaty- 
shopping proposal similar to that of the House-passed version of H.R. 2419 was 
included in the bill, but modified in a way designed to reduce its possible conflict 
with existing tax treaties. Preliminary estimates indicate that H.R. 3970’ s treaty 



1 The conference agreement for H.R. 2149 did not include a corresponding provision curbing 
“treaty shopping.” 

2 Brett Ferguson, “House Votes to Repeal Treaty Advantages for U.S. Subsidiaries as Part 
of Farm Bill,” BNA Daily Tax Report, July 20, 2007, p. GG-1 . 

3 Meg Shreve, “Grassley Warns Against Violating Tax Treaties with Farm Bill Tax 
Provision,” Tax Notes, August 20, 2007, p. 627 . 

4 Estimates by the Joint Committee on Taxation, as reported in U.S. Congressional Budget 
Office, H.R. 2419: Farm, Nutrition, and Bioenergy Act of 2007, October 5, 2007, posted on 
the CBO website at [http://www.cbo.gov/ftpdocs/86xx/doc8686/hr2419HPassed.pdf], 
visited October 23, 2007. 
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provision would raise somewhat less revenue than H.R. 2419: $2.7 billion over 5 
years and $6.4 billion over 10 years. 



The Context: U.S. Taxation of Foreign Firms 
in the United States 

The tax treaty proposals are directed at U.S. tax treatment of foreign firms that 
conduct business in the United States, and to understand how the bill would affect 
that treatment it is useful to take a brief look at the existing structure. A foreign firm 
that earns business income in the United States is at least potentially subject to two 
levels of U.S. tax: the corporate income tax and a flat “withholding” tax. The U.S. 
corporate income tax may apply whether the foreign firm conducts its business 
through a U.S. -chartered subsidiary corporation or through a branch of the foreign 
parent that is not separately incorporated. In the case of a U.S. subsidiary, U.S. tax 
applies because the United States generally taxes all U.S. -chartered corporations, 
regardless of their ownership; U.S. taxes apply to foreign branch income because the 
United States asserts the right to tax foreign-chartered corporations on their income 
from the active conduct of a U.S. trade or business. 

In addition, the United States applies a withholding tax on interest, dividends, 
rents, royalties, and other “fixed or determinable” income foreign corporations and 
other non-residents receive from sources within the United States. 5 The tax is 
required to be withheld by the U.S. payer (hence “withholding”) and is applied on a 
“gross” basis without the allowance of deductions. The rate of the tax is nominally 
30%. However — and importantly for the proposal at hand — the tax is frequently 
reduced or eliminated under the terms of one of the many bilateral tax treaties the 
United States has signed. 

In principle, the withholding tax does not apply to intra-firm repatriations of 
income where a foreign firm’s U.S. operation is not separately incorporated in the 
United States. Since the Tax Reform Act of 1986 (TRA86; P.L. 99-514), however, 
the United States has applied a 30% “branch tax” as a parallel to the withholding tax 
(and that also may be reduced by treaty). 

Theoretically, both levels of tax could apply to a foreign firm’s U.S. source 
income. Picture, for example, a foreign firm that operates a U.S. -chartered subsidiary 
that remits its income to the home-country parent by means of a stream of dividend 
payments. Dividend payments are not deductible under the corporate income tax, so 
the tax applies in full to the subsidiary’s earnings. Then, if the dividends are paid 
directly to a parent in a non-treaty country, the 30% withholding tax applies. The 



5 The tax is applied by Section 871 of the Internal Revenue Code. Capital gains, however, 
are generally tax exempt. Also, most “portfolio interest” — that is, interest paid to 
foreigners whose investment is strictly financial — is exempt from the tax. Interest on intra- 
firm debt, however, a focus of H.R. 2419, is at least nominally subject to the withholding 
tax. 




